CHAPTER 11
The Story of Allis-Chalmers, Caremark, and Stone:
Directors' Evolving Duty to Monitor
Jennifer Arlen * This chapter explores the evolution in Delaware's approach to director oversight of legal compliance. It is a story of how changes in federal criminal law induced Delaware to reform its approach to directors' oversight duties. It also is the story of the struggle between the Delaware Chancery Court and the Delaware Supreme Court over how broad to make directors' oversight duties and liability.
Directors have the ultimate duty to manage the firm, but questions remain about which obligations this duty imposes on directors. Historically, Delaware permitted directors to exercise oversight indirectly through their power to hire and fire corporate officers, as well as through their ability to veto major corporate transactions.
1 Yet Delaware also expected directors to assert direct oversight when officers have a direct financial interest. Over time, Delaware recognized that director oversight also is needed in other circumstances. Delaware's challenge has been to delineate the scope of directors' oversight duties and also the standard of review to govern judicial review of claims that directors breached their oversight duties.
Delaware's view of director oversight evolved through a series of derivative suits over whether directors have a duty to oversee their firm's compliance with criminal laws. Legal compliance is a natural candidate for director oversight. First, compliance oversight is ancillary to directors' duty to monitor officers because effective compliance programs enable directors to obtain information from deep within the firm. Second, outside director oversight of legal compliance is important because officers cannot be relied upon to act in the firm's interests. Officers face a constant threat of losing their livelihood if the firm does not meet its performance targets -a threat that may tempt them to allow the firm to violate profit-constraining criminal laws if unable to meet performance goals 1 See Grimes v. Donald, 1995 Del. Ch. LEXIS 3 (Del. Ch. 1995 (the board meets "its management responsibilities by appropriately appointing and monitoring corporate officers and exercising informed business judgment with respect to corporate goals and performance"), aff 'd on other grounds, 637 A.2d 1207 'd on other grounds, 637 A.2d (Del. 1996 . through legal means.
2 By contrast, outside directors are less dependent on shortterm firm profits and thus are better able to eschew profitable criminal activities in order to protect the firm's long-term welfare.
Delaware first addressed the issue of whether directors should be subject to an affirmative duty to oversee legal compliance absent any notice of wrongdoing more than forty years ago in Graham v. Allis-Chalmers Manufacturing Company. 3 Allis-Chalmers reached the Delaware Supreme Court at a time when Delaware allowed directors to grant considerable autonomy to officers. Moreover, at the time, Delaware had little reason to exhort directors to oversee legal compliance because federal criminal law was relatively narrow in its reach and imposed small fines. Accordingly, the Supreme Court in Allis-Chalmers rejected plaintiffs' claim that the Allis-Chalmers directors always must ensure that the firm has an effective compliance program, holding instead that directors are not liable for losses arising from corporate illegality unless they ignored clear signs of wrongdoing. 4 Thirty-three years passed before Delaware reconsidered this issue, during which time three important developments occurred. First, the Delaware Supreme Court imposed on directors a more active oversight duty when the firm is being sold because officers face conflicting interests when their jobs are threatened. 5 Second, corporate legal compliance became a vital issue as a result of both the expansion of federal criminal liability and the dramatic increase in corporate sanctions (especially for firms without an effective compliance program). Third, the business community was rocked by a series of corporate scandals which revealed that directors (including outside directors) would not unilaterally assume responsibility over legal compliance unless legally required to do so, in large part because they disliked challenging senior officers and did not want to be Rev. 401 (2008) (white collar criminals commit crimes both to save/enhance their jobs and because they convince themselves that the conduct is not wrongful).
responsible for blocking profitable, but legally suspect, activities. 6 These developments suggested that Delaware should reconsider its approach to director oversight of legal compliance.
In 1996, Delaware heeded the call for change, but change did not come in the usual way -through a Delaware Supreme Court decision ruling on an ongoing legal dispute. Instead, Chancellor William T. Allen, of the Delaware Chancery Court, took it upon himself to reform Delaware law. Moreover, he did so by seizing upon a simple request to approve a settlement as an opportunity to issue a far-reaching opinion on both the scope of directors' duties to monitor and the standard of review that should govern their liability for failure to do so. The resulting opinion, In re Caremark International Inc. Derivative Litigation, 7 transformed Delaware law.
Chancellor Allen had two goals in mind when he issued Caremark. First, he wanted to induce directors to play a more active oversight role, especially over corporate legal compliance. Second, he wanted to ensure that directors remained free to exercise their own judgment about how best to satisfy this duty, free from court oversight of whether their decisions were objectively reasonable. Specifically, Chancellor Allen wanted to resist the Delaware Supreme Court's tendency to allow courts to assess whether directors' actions were (grossly) objectively unreasonable, as they had in Smith v. Van Gorkom. 8 To achieve these twin goals, Chancellor Allen articulated a standard of conduct which expanded directors' oversight duties but adopted a standard of review that constrained courts' authority to hold directors liable for poor compliance decisions. 9 Chancellor Allen ruled that directors have a fiduciary duty to adopt and oversee a compliance program even in the absence of any notice of actual wrongdoing -in effect rejecting the Delaware Supreme Court's holding in Allis-Chalmers. Turning to the standard of review, however, Chancellor Allen held that courts could not impose liability on directors for failure to monitor 6 One can think of these as "soft agency costs." Of course, some directors also obtain an immediate financial benefit from the additional profits produced by illegal activities, which may produce "hard agency costs." 7 698 A.2d 959 (Del. Ch. 1996 compliance unless the directors acted in bad faith. 10 To further insulate directors from liability, Chancellor Allen defined bad faith to require inaction amounting to a sustained or systematic failure of the board to exercise reasonable oversight.
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Chancellor Allen recognized that this standard of review largely eliminated any serious threat of director liability. Yet he concluded that Caremark nevertheless would induce greater oversight over legal compliance because he believed that directors would comply with a clearly articulated legal duty even if not threatened with liability.
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The question arises: Was Caremark successful? The answer depends on whether the decision is measured against Chancellor Allen's own goals or against federal authorities' goal of ensuring corporate compliance.
Caremark succeeded in achieving Chancellor Allen's twin goals of expanding directors' oversight duties while simultaneously circumscribing courts' authority to review the reasonableness of directors' actions. Indeed, Chancellor Allen's victory was fully realized in 2006, when, in Stone v. Ritter, 13 the Delaware Supreme Court held that directors have a duty to monitor corporate compliance efforts, contrary to its prior holding in Allis-Chalmers. Moreover, and perhaps more important, the Delaware Supreme Court accepted Chancellor Allen's view that directors should only be liable for failure to monitor legal compliance if they act in bad faith, defined as a systematic and sustained failure to address compliance. Indeed, the Stone court went further and located directors' "good faith" duty under the duty of loyalty, thereby emphasizing that bad faith entails a conscious or knowing failure to serve the firm, and not an inadvertent failure to exercise reasonable oversight.
14 Caremark did not succeed, however, in inducing directors to exercise the level of active oversight over legal compliance that federal authorities want. Caremark's oversight duty was not sufficiently specific to induce outside directors to actively oversee compliance program design and internal investigations. Moreover, Caremark's effectiveness was further undermined by directors' conflicts of interest and lack of financial expertise. Finally, Caremark's narrow bad faith standard largely eliminated any incentive effects arising from the 10 While Caremark had a 102(b)(7) provision in its charter, which eliminated liability for lack of due care but not for bad faith, Allen's discussion of liability in Caremark is written broadly as a general statement of director liability. The limitations of Delaware's approach became apparent at the turn of the century when the country again was rocked by corporate scandals. In response, Congress and the national exchanges injected themselves into corporate governance regulation through a variety of compliance-related mandates, thereby ending Delaware's unchallenged authority to regulate corporate governance issues relating to legal compliance and introducing a more rule-based approach to corporate governance.
I. Prelude to Caremark
On a general level, the story of Caremark is the story of Delaware's evolving view of the appropriate role of directors. More specifically, it is the story of how dramatic changes in federal criminal law and practice transformed the question of corporate compliance with federal criminal laws into a corporate governance issue warranting serious attention by the Delaware courts.
A. Graham v. Allis-Chalmers
The Delaware Supreme Court first addressed directors' duties to adopt a compliance program in 1963 in Allis-Chalmers.
17 Allis-Chalmers was a derivative action against the directors of Allis-Chalmers and four non-director employees. Allis-Chalmers and the four non-director employees had pled guilty to violating the federal anti-trust laws by price-fixing and bid rigging. Plaintiffs sought to recover the damages Allis-Chalmers suffered as a result of these violations.
The derivative action focused on the potential liability of the defendant directors who were not directly involved in the crimes. 18 Of particular importance, plaintiffs' complaint included the claim that the directors had a duty (that they breached) to implement measures designed to prevent anti-trust violations. Plaintiffs offered two alternative justifications for this duty. Plaintiffs first argued that the Allis-Chalmers directors had such a duty because two prior FTC consent decrees provided them notice that the firm's employees were at risk of violating the anti-trust laws. Later, plaintiffs amended their complaint to add the claim that all directors have a duty to adopt measures designed to deter wrongdoing, even when they have no notice that crime might occur.
The Chancery Court dismissed the complaint. The Delaware Supreme Court affirmed, rejecting plaintiffs' claims that the directors had a duty to monitor. The Delaware Supreme Court agreed that the directors would have had a duty to act if the consent decrees provided them with notice of criminal wrongdoing. 19 The court nevertheless dismissed the claim on the grounds that the FTC consent decrees did not in fact put the board on notice that employees might commit anti-trust crimes. Almost all of the directors were unaware of the decrees, having joined the board long after they were imposed. The three inside directors who did know about them had concluded that the firm was complying with the decrees and, moreover, had not been guilty of the enjoined practice in the first place. Finally, the firm had not admitted guilt in the consent decrees.
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The court then turned to plaintiffs' more ambitious claim: that the directors' duty to actively supervise and manage corporate affairs includes a duty to adopt a compliance program designed to bring wrongdoing to directors' attention, even when the directors have no reason to suspect that wrongdoing is occurring. The Delaware Supreme Court rejected this claim out of hand, holding that directors do not have a duty to implement a compliance program, but instead can "rely on the honesty and integrity of their subordinates until something occurs to put them on suspicion that something is wrong."
21

B. Placing Allis-Chalmers in Context
The Delaware Supreme Court's holding in Allis-Chalmers reflects the narrower conception of directors' duties which prevailed at the time. But the holding also reflects the fact that, at the time, directors had little reason to focus on compliance because firms derived little, if any, expected benefit from expenditures on legal compliance. Indeed, firms could be harmed by their compliance programs.
There were three reasons for this. First, the probability of a criminal violation was low because there were few criminal laws applicable to businesses. Second, the cost to firms of a conviction was negligible because corporations were subject to the same fines as individuals, and these sanctions were low since they were set with individuals in mind. 22 Thus, sixty percent of the fines imposed on corporations were less than $10,000, while the average fine was $45,790.
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Third, federal criminal law did not provide any direct incentive for firms to adopt a compliance program, and indeed discouraged it. Corporations were strictly vicariously liable for crimes committed by employees in the course of employment; corporate adoption of a compliance program neither protected the firm from a criminal conviction nor entitled it to a lower sanction. 24 Indeed, a firm could be harmed by a compliance program if it produced evidence which could be used to convict the corporation.
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C. Transformation of Federal Corporate Criminal Law
By the mid-1990s, federal corporate criminal law and practice had changed dramatically. Corporations now could benefit significantly from a compliance program, both indirectly, if it deterred crime, and directly, through its effect on the penalty imposed should a crime occur.
Corporations benefited more from deterring crime because both the risk and the potential cost of a violation had dramatically increased since the 1960s.
Federal criminal law expanded dramatically as a result of criminalized regulations governing the environment, 26 consumer and employee safety, 27 and business practices. 28 Many of these regulations both prevented firms from taking otherwise profitable actions and contained imprecise standards governing the boundary between legal and illegal conduct. This increased the value of measures to ensure that the firm complied with the law. 29 Moreover, corporations now faced dramatically higher sanctions as a result of statutes which specified high criminal penalties on corporate criminals.
30
The 1991 Organizational Sentencing Guidelines 31 also increased both expected criminal fines and expected non-fine sanctions (such as restitution or remediation) imposed on convicted corporations. 27 E.g., Occupational Safety and Health Act of 1970, 29 U.S.C. § § 651-78, § 666 (2000) (criminal provisions); the Consumer Product Safety Act, 15 U.S.C. § § 2051-85, § 2068 (2000) (criminal provisions). § § 1956, 1957 (2000) . Finally, federal sentencing law changed to give firms a strong reason to adopt effective compliance programs. The Organizational Sentencing Guidelines reduced the criminal fine of any convicted corporation with an effective compliance program. Later, the Department of Justice adopted a policy of not prosecuting corporations that had a good compliance program, reported detected wrongdoing and cooperated with federal authorities in bringing any individual wrongdoers to justice.
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II. Caremark
The dramatic change in federal criminal law heightened the benefits to corporations of adopting an effective compliance program capable of deterring crime and reducing the firm's liability for any crimes that do occur. This presented the Delaware courts with a challenge: Should they reverse AllisChalmers and require directors to play a more direct role in overseeing corporate compliance? If so, what standard should govern directors' liability?
The Delaware court's answer to these questions came from an unexpected source in equally unusual circumstances. A Delaware Chancery Court judge, William T. Allen, took it upon himself to reform Delaware's law on directors' duty to monitor. Moreover, he assumed this responsibility even though neither of the parties to the dispute asked him to do so. They had simply asked him to approve the settlement of a derivative suit filed against Caremark International. The resulting opinion forever changed Delaware law.
A. Factual Background
Caremark International, a health care corporation incorporated in Delaware, was a dominant player in the alternative-site health-care service business -a business which included home infusion therapy 34 and growthhormone therapy. Caremark had a regular practice of making financial payments to physicians who referred patients to it for home infusion therapy. In 1991, federal authorities commenced a criminal investigation into whether these payments constituted illegal "kickbacks" to doctors for referring patients to Caremark, 43 in violation of a federal anti-kickback law that makes it a felony for health-care providers to make payments to physicians either to induce or in return for referring Medicare and Medicaid patients to health care providers. 44 44 See 42 U.S.C. § 1320(b)(2) (2008) ("Whoever knowingly and willfully offers or pays any remuneration (including any kickback, bribe, or rebate) directly or indirectly, overtly or covertly, in cash or in kind to any person to induce such person-to refer an individual to a person for the furnishing or arranging for the furnishing of any item or service for which payment may be made in whole or in part under a Federal health care program. . . shall be guilty of a felony"). Prohibited payments included those made to induce someone "to purchase, lease, order, or arrange for or recommend purchasing, leasing, or ordering any good, facility, service, or item for which payment may be made in whole or in part under a Federal health care program." Id. referred patients to Caremark, but claimed that the fees were not kickbacks, but instead were payments for monitoring patients' treatment by reviewing medications and lab results. 45 Although regulations had recently been announced creating narrow safe harbors for certain types of financial relationships with doctors, 46 Caremark's payments apparently did not fall within the safe harbors.
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The legality of payments falling outside the safe harbors depended on whether they were intended in return for or in order to induce referrals. 48 Caremark (still part of Baxter International) responded to the investigation by announcing that it would terminate all physician payments pertaining to Medicare and Medicaid customers; it did not admit wrongdoing.
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In 1992, Baxter spun Caremark off as a publicly held corporation.
50 All but one of the directors involved in the subsequent derivative suit became Caremark directors at this time. The criminal investigations expanded with the intervention of the Department of Justice and additional federal and state agencies.
51 Caremark responded by revising its internal guide governing contracts with physicians. It also instituted a policy requiring regional officer approval of all contracts with physicians. It maintained its position that its existing arrangements were legal, although it openly acknowledged in its annual report that its view might not withstand legal challenge. 48 See Locklin, supra note 36, at a14. As early as 1989, Caremark (Baxter) issued an internal "Guide to Contractual Relationships," which stated that payments should not be made to induce or reward referrals. Caremark, 698 A.2d at 962. Caremark took the position that these payments were not payments for referrals; thus they did not violate its Guide. which amounted to about $1.5 million per year. 54 The physicians claimed that their profit-sharing arrangement was not an illegal payment for referrals, but instead was in return for the doctors providing Caremark with "model" managedcare procedures and technology to be used in the home infusion setting. A newspaper found that the purportedly "model" procedures were ordinary and that the payments pre-dated development of the procedures, raising the question of whether the payments were disguised kickbacks. Auditors concluded that the arrangements were legally defensible, but warned that a court or federal agency could take a different view. 55 In February of that year, Price Waterhouse presented a report to the Ethics Committee of Caremark's Board which concluded that there were no material weaknesses in Caremark's control structure. That spring, the committee nevertheless adopted a new internal audit charter requiring a comprehensive review of compliance policies and the drafting of a new employee handbook. Caremark claims that it also started requiring home-office approval for all payments to physicians by branch offices under existing agreements.
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The firm continued to expand. By 1994, it was the largest home infusion company. The federal investigation also expanded and intensified. 57 In August, a federal grand jury in Minneapolis indicted Caremark, three of its executives, and an executive at Genentech for alleged kickback violations based on payments totaling $1.1 million made by Caremark to Dr. David Brown between 1986 and 1993. These payments were allegedly intended to induce Brown to prescribe Protropin to his juvenile patients. 58 60 Dr. Brown was one of the largest prescribers of Protropin. According to the indictment, Caremark's payments to Dr. Brown initially took the form of a revenue-sharing arrangement. Later, the payments took the form of consulting fees and "research grants," yet allegedly Dr. Brown neither performed significant additional consulting functions nor produced research papers or results. Caremark's management met with the board and explained why they believed Caremark's contracts were legal. 61 Caremark denied any wrongdoing.
The last quarter of 1994 brought more bad news. 62 In August, the Office of the Inspector General of the Department of Health and Human Services announced a "Special Fraud Alert," warning health-care providers and patients about practices representing potential industry-wide violations of anti-kickback statutes, citing "research grant" arrangements as one of the three major types of scheme. 63 In September, a federal grand jury in Ohio indicted another doctor, Dr. Neufeld, for receiving $134,600 in kickbacks from Caremark. Caremark's payments to Dr. Neufeld, who did refer patients to Caremark, took the form of consulting fees and compensation; Caremark also allegedly paid the salaries of his nurses and supplied him with equipment. 64 OIG Special Fraud Alerts, 59 Fed. Reg. 65372, 65376 (Dec. 19, 1994) (describing a 'research grant' program in which physicians were given substantial payments for de minimis recordkeeping tasks. The physician administered the drug manufacturer's product to the patient and made brief notes, sometimes a single word, about the treatment outcome. Upon completion of a limited number of such `studies,' the physician received payment from the manufacturer"). 64 Thomas M. Burton, Doctor is Charged with Kickbacks from Caremark, Wall St. J., Sept. 22, 1994, at B7. Margulis. Dr. Margulis, who allegedly operated as a salesman for Caremark giving Caremark greater access to physicians, made over $2 million from his arrangement with Caremark. Allegedly, Dr. Margulis often offered doctors payments of up to $100,000 for referring patients to his joint venture with Caremark. Caremark did not pay the doctors directly. Instead, the doctors were paid by a company owned by Margulis, which was then reimbursed by Caremark. Caremark defended all payments as reflecting legitimate patient services, but some Caremark employees said that the doctors were paid only if they referred a patient and regularly did little or no work beyond the referral. Margulis denied all wrongdoing, saying he relied on advice from Caremark's lawyers. 65 Caremark announced that it was terminating all financial relationships with physicians in its home infusion, hemophilia, and growth hormone businesses as of January 1, 1995. It also terminated its research grant program.
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In 1995, Caremark moved to put its legal troubles behind it. It sold its home infusion business.
67 It then reached a landmark settlement of all criminal and civil investigations involving federal and state authorities. Under the terms of the agreement, Caremark pled guilty to two counts of mail fraud (one each in Minnesota and Ohio) and agreed to pay approximately $161 million to federal authorities, including $29 million in criminal fines; $81.75 million in civil restitution, damages and penalties based on kickbacks and fraud in its home infusion, oncology, hemophilia and human growth hormone businesses; $3.5 million in civil penalties for violations of the Controlled Substances Act; and a $2 million donation. 68 Caremark also agreed to make payments of about $45 million to the states. 69 It also agreed to cooperate with the ongoing federal investigation 71 Among other things, the CIA required Caremark to develop procedures designed to prevent reoccurrence of the specific violations that HHS believed occurred, reaching well beyond the problem at issue in the indictment. Caremark also agreed to conduct instructional meetings for officers and employees with responsibilities for matters implicated in the investigations; to investigate any evidence of misconduct and take appropriate corrective action; and to prepare an annual report on compliance measures and the status of any ongoing investigations. See Office of Inspector Gen., U.S. Dep't of Health and Human Servs., Corporate Integrity Agreement 7, 8, 11-15, 18 (Jun. 16, 1995) Oct. 20, 1995, at A4. learned through news accounts about Caremark's guilty plea and the fines it paid.
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B. The Litigation
The initial shareholder derivative suit against Caremark's board of directors was filed on August 5, 1994, within 24 hours of Caremark's indictment. 79 Four similar complaints were consolidated into one action on September 14. 80 The litigation proceeded as evidence about the scope of the investigation was coming out.
Plaintiffs filed an original complaint followed by multiple amended complaints, as the evolving criminal investigation provided additional evidence of potential criminal wrongdoing by the firm. In their original complaint, plaintiffs claimed that the directors breached their duty of care, resulting in a waste of corporate assets, because they knew of the federal investigations and yet did not intervene to stop the firm's criminal activity.
81 The plaintiff's amended complaint asserted that the directors were liable under Graham v. Allis-Chalmers Manufacturing Co. for knowingly and recklessly failing to act to prevent illegal payments to physicians in the face of obvious danger signs of employee wrongdoing.
82 Plaintiffs did not affirmatively request that Delaware reverse AllisChalmers.
Defendants (repeatedly) moved to dismiss the complaint on the grounds that demand is required; 83 later they argued that plaintiffs' claim should be dismissed for failure to state a cause of action because Caremark's certificate of incorporation contains a 102(b)(7) provision, protecting directors from liability for breach of the duty of care.
84 Plaintiffs countered that demand was excused and that their claim that directors knowingly and recklessly failed to act was predicated on bad faith, and thus fell outside the limitations of the 102(b) (7) 78 Physician Convicted in the Caremark Case is Granted a New Trial, Wall St. J., Jan. 15, 1996, at B3; see U.S. v Brown, 108 F.3d 85 Defendants countered that plaintiffs could not establish that they acted knowingly because during this period no one was convicted of any crimes; the directors did not have notice of illegal conduct, only conduct that could possibly be illegal.
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C. Chancellor Allen's Decision to Intervene
Before the suit reached trial, Caremark agreed to settle the derivative action, entering into these negotiations at the same time that it commenced negotiations to settle the federal criminal charges. The resulting settlement provided plaintiffs limited benefits. The directors were not required to pay any damages. Instead, the settlement simply required the board to adopt changes designed to promote compliance. Plaintiffs' counsel sought $1,025,000 in attorney's fees and reimbursable expenses, of which $710,000 represented payment for hours worked and $53,000 covered out-of-pocket expenses.
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As required by Delaware law, the parties filed a motion with Chancellor Allen to approve the settlement as being "fair and reasonable." Courts responding to settlement motions are required to evaluate the merits of the claims, but generally do not produce a written opinion -much less a path-breaking one. Chancellor Allen, however, used the invitation to assess the merits of the case to write a far-reaching opinion on the scope of directors' duty to monitor for legal compliance and the standard of review that should govern director liability.
Years later, Chancellor Allen explained that he used the opportunity presented by Caremark to write a broad opinion on directors' duty to monitor because directors had become overly passive, lulled into complacency by both Delaware's strong business judgment rule and a business norm favoring directorial non-interference with the CEO. 88 Chancellor Allen believed that AllisChalmers had exacerbated the problem. Allis-Chalmer's holding that liability only attached to directors who had (and ignored) evidence of wrong-doing protected directors who remained completely ignorant, while threatening those who tried to . The Caremark settlement also invited legal scrutiny because it implicated another issue that troubled the Delaware courts: derivative suit settlements which provided higher benefits for plaintiffs' counsel than for the shareholder plaintiffs. Indeed, Chancellor Allen used his oversight authority to reduce plaintiffs' counsel's fee from the requested $1,025,000 to $869,000. 698 A.2d at 972. monitor with liability should they not respond effectively to any evidence of wrongdoing. Chancellor Allen also believed that Allis-Chalmers was inconsistent with the line of Delaware cases holding that directors have a duty to exercise independent and informed oversight over the firm. Directors' oversight of information and reporting systems designed to inform them about potential violations of the law seemed consonant with that duty. Caremark presented Chancellor Allen with an opportunity to require directors to oversee legal, thereby bringing Delaware law governing this duty in line with Delaware's overall approach to board oversight.
89
Chancellor Allen also viewed Caremark as an opportunity to establish that liability for breach of directors' monitoring duties should be limited to knowing and not inadvertent neglect. 90 Chancellor Allen felt heightened concern about the standard of review because the Delaware Supreme Court had repeatedly articulated the view that judges can impose liability on directors whose conduct is objectively (grossly) unreasonable, even if the directors acted in subjective good faith. 91 Chancellor Allen believed that objective reasonableness review was contrary to central policies of the business judgment rule and would cause directors to be excessively risk averse and spend too much money on oversight.
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Although publicly-held firm directors generally were insulated from due care liability by 102(b)(7), they could be liable for a failure to act in "good faith." Chancellor Allen wanted to ensure that the good faith standard of review was delineated to restrict liability to instances of conscious or deliberate director neglect. 91 E.g., Smith v. Van Gorkom, 488 A.2d at 858. 92 Moreover, Chancellor Allen believed that shareholders had elected the directors, not the Delaware judiciary, to assess the reasonableness of corporate actions. As Chancellor Allen explained in Caremark:
"Where a director in fact exercises a good faith effort to be informed and to exercise appropriate judgment, he or she should be deemed to fully satisfy the duty of attention. If the shareholders [feel]… entitled to some other quality of judgment than the director produces in the good faith exercise of the powers of office, then the shareholders should have elected other directors." 698 A.2d at 968; accord Leo E. Strine, Jr., Derivative Impact: Some Early Reflections on the Corporate Law Implications of the Enron Debacle, 57 Bus. Lawyer 1371 , 1375 (2002 . 93 Reasonableness review of directors' compliance decisions would be particularly troublesome because judges could not avoid making substantive business judgments since compliance program design and oversight involves trade-offs between centralized oversight and decentralized action affecting the fundamental structure and operation of the firm. Accordingly, Chancellor Allen sought to use Caremark to expand directors' oversight duties beyond the limits of the Delaware Supreme Court's opinion in Allis-Chalmers while establishing a standard of review more narrow than the Delaware Supreme Court had adopted in due care cases such as Van Gorkom.
D. The Decision
Chancellor Allen addressed the first goal by ruling, contrary to AllisChalmers, that all directors (even those who do not have reason to suspect wrongdoing) have a fiduciary duty to adopt an information and reporting system that is reasonably designed to provide "timely, accurate information sufficient to allow management and the board, each within its scope, to reach informed judgments concerning both the corporation's compliance with law and its business performance."
94 To ground his conclusion in Delaware Supreme Court precedent, Chancellor Allen treated this duty as the natural extension of directors' duty to exercise good-faith, informed oversight over the firm, concluding that directors cannot meet this duty unless they ensure that they can obtain information from within the firm about the firm's activities and legal compliance. Chancellor Allen also based the need for legal change on the recently-adopted U.S. Sentencing Guidelines, which subjected firms without effective compliance programs to substantially greater penalties for criminal convictions.
95
Chancellor Allen addressed the second goal by explicitly articulating a narrow standard of review to govern director liability for failure to oversee compliance. Chancellor Allen specifically rejected gross negligence as the standard to determine liability for failure to monitor because gross-negligence liability would permit courts to second-guess directors' business decisions, ruling instead that directors could only be liable for failure to monitor if they acted in bad faith. Moreover, Chancellor Allen placed a high hurdle before plaintiffs seeking to show bad faith, requiring them to show that the directors' inaction amounted to a "sustained or systematic failure of the board to exercise oversightsuch as an utter failure to attempt to assure that a reasonable information and reporting system exists." In effect, bad faith required evidence that director neglect resulted from a bad motive; a grossly unreasonable failure to act would not be enough. 96 Id. at 970-71. To be precise, Chancellor Allen ruled that claims that directors failed to act would be governed by a bad faith standard. By contrast, claims that directors adopted an inadequate compliance program would be governed by the business judgment rule, which would permit liability for gross negligence in firms without a 102(b)(7) charter provision. By contrast, Chancellor Allen explicitly ruled that directors were not subject to gross negligence liability for Chancellor Allen recognized that this liability rule was too narrow to induce most recalcitrant directors to change their behavior. Yet he believed that Caremark nevertheless would change directors' behavior through its simple statement that directors have a duty to oversee legal compliance. Chancellor Allen believed that Caremark's standard of conduct could change behavior, notwithstanding its narrow standard of review, because he felt that directors generally want to satisfy their legal duties. He felt that directors' current passivity largely resulted from a business norm that directors should assume a limited role and avoid challenging management. Chancellor Allen believed that Caremark's clear imposition on directors of a duty to monitor legal compliance would alter directors' behavior through its moral suasion and associated impact on directors' norms. 97 Chancellor Allen recognized that some directors might not be so wellintentioned and might neglect their oversight duties for more nefarious, selfserving reasons. These directors would not be swayed purely by the moral force of Caremark's statement of their duties. Chancellor Allen concluded that Caremark would reach these directors through its threat to impose personal liability on directors who neglected their oversight duties in bad faith.
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E. The Dismissal of Plaintiffs' Complaint
The importance of the distinction between subjective bad faith and objective reasonableness is apparent in Chancellor Allen's analysis of the merits of the claim against Caremark's directors. Chancellor Allen concluded that the plaintiffs probably could not prevail against the directors because the directors' inaction fell far short of the kind of sustained inattention required for bad faith.
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Chancellor Allen reached this conclusion because the board regularly revised the compliance manual, made an effort to become aware of the relevant facts, and did not consciously permit a known violation to continue because the firm pure inaction because there is no process for courts to review. He thus restricted liability to bad faith. Id.; Email exchange with William T. Allen (July 27, 2008) 99 Chancellor Allen might well have rejected the settlement had he concluded that the plaintiffs' had a strong case on the merits because the settlement provided little real benefit to the plaintiffs. The settlement did not require defendants to pay any financial compensation; only the attorneys received any money.
directors' actions fell short of reasonable care, the directors had not systematically ignored compliance and indeed devoted substantial resources to it as well as ongoing oversight.
Moreover, the Delaware Supreme Court further secured Chancellor Allen's victory over the scope of liability by holding that bad-faith liability falls under the duty of loyalty. In so doing, the court both established that good faith was not a distinct fiduciary duty and clarified that liability can only be imposed on directors who knew they were not discharging their fiduciary obligations.
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IV. Implications of Caremark
Caremark is important because it substantially expanded directors' oversight role through its ruling that directors have a duty to ensure that their firms have a compliance program and to monitor the firm's investigation of suspicious activities. In so doing, it represents a substantial advance over AllisChalmers. Moreover, and perhaps more important, it represents a victory for the view that Delaware judges should not review the reasonableness of directors' decisions. Instead, non-conflicted directors should be liable only if they act in subjective bad faith.
Caremark's approach to the duty to monitor -with its clear duty to monitor and its narrow liability rule -appears to be a good solution to the challenge facing Chancellor Allen: How to use fiduciary-duty liability to induce greater attention to compliance without inviting excessive court interference with business decisions.
Nevertheless, it is important to recognize that this solution did not induce adequately active director oversight of legal compliance. First, while Caremark asserts that directors have a duty to oversee legal compliance, the duty is not sufficiently specific to induce active director oversight of investigations by directors reluctant to challenge management. 105 Moreover, the bad faith liability standard is too easily avoided to provide substantial deterrent effect. Finally, Caremark's duty was not able to induce active and effective director oversight. Norm-shifting requires that directors both be independent of management pressures to be passive and have the expertise needed to oversee management. These conditions often were not met in the 1990s, as became apparent in the wake of Enron and WorldCom. Caremark thus could not induce adequate director oversight without additional measures designed to increase board independence, director expertise, and managements' support for compliance. Congress and the securities exchanges consequently intervened to regulate corporate compliance, in effect abandoning their historic acceptance of state court authority over corporate governance matters.
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V. Conclusion
Most people are, by and large, law abiding. So are most publicly held firms. Yet this lawfulness is not automatic. The omnipresent pressure to boost earnings creates temptation for officers and employees to skirt or violate the numerous federal criminal laws constraining firms' profits.
Firms are more likely to comply with the law when subject to oversight from people whose welfare is less dependent on short-term firm profits, such as outside directors. To ensure that their firms abide by the laws, directors must assume direct responsibility-and active oversight-over corporate compliance. This includes intervention to adopt an effective compliance program as well as a willingness to assume direct authority over investigations of potential wrongdoing. This task is a difficult one for directors because adherence to the law often requires that they intervene to push managers to forego otherwise profitable business activities and incur the costs of otherwise unnecessary oversight. This oversight role is particularly difficult when the reach of the federal criminal law is unclear. Directors need additional encouragement to assume this role.
Chancellor Allen's ruling in Caremark was an important and creative effort to provide directors with both the encouragement and the financial incentive to assume active oversight over legal compliance. It was a substantial improvement over Delaware's traditional approach to the problem. Nevertheless, Caremark, in its effort to address the problem of excessive court interference, in effect removed much of the bite of the liability that it created. Caremark's badfaith liability is so narrow that it is unlikely that a well-advised board of directors will run afoul of it, whether or not it monitors effectively.
Caremark's effectiveness thus depends heavily on its moral suasion. Caremark's norm-shifting is most effective against directors burdened by soft, not hard, agency costs, and thus its effectiveness has been heightened by recent changes increasing the authority, independence, and expertise of outside directors. Yet two other factors are needed. Delaware must clearly establish that outside directors should exert independent oversight of the firm's analysis of what conduct is illegal. Equally important, federal authorities must clarify the line between legal and illegal conduct because outside directors cannot effectively challenge management's decisions unless they can be confident the conduct is illegal. Director oversight cannot be as effective when the law is unclear because outside directors cannot help but be reluctant to assume responsibility for forcing the firm to forgo profitable actions which may, but also may not, be illegal.
